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Abstract
The Policy Research Working Paper Series disseminates the findings of work in progress to encourage the exchange of ideas about development 
issues. An objective of the series is to get the findings out quickly, even if the presentations are less than fully polished. The papers carry the 
names of the authors and should be cited accordingly. The findings, interpretations, and conclusions expressed in this paper are entirely those 
of the authors. They do not necessarily represent the views of the International Bank for Reconstruction and Development/World Bank and 
its affiliated organizations, or those of the Executive Directors of the World Bank or the governments they represent.
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In this paper the authors use a search and matching 
model of multi-sector labor markets, to understand the 
channels through which economic shocks affect labor 
market outcomes in developing countries. In the model 
workers can be employed in agriculture, formal or 
informal urban jobs, or unemployed. Economic shocks 
are manifested as either increased turbulence in the 
formal/informal sectors or a decrease in overall sectoral 
productivity. By calibrating the model to Indonesia and 
Mexico, the authors are able to understand how the 
1998 Indonesian crisis and the 2001 Mexican recession 
translated into labor market outcomes. They then venture 
to simulate how the current financial crisis might affect 
the allocation of labor and earnings across sectors, in 
these countries. 
   The results suggest that in both countries past crises 
have increased the degree of turbulence of the formal 
sector, increasing job destruction. However, while in 
Indonesia the crisis affected the overall formal sector 
productivity, this was not the case in Mexico. This 
explains the larger blow to formal wages—relative to 
the size of the shock- witnessed by Indonesian workers. 
The response of the informal sector was also different: 
In both countries the informal sector was able to act as 
This paper—a product of the Poverty Reduction and Equity Unit, Poverty Reduction and Economic Management 
Network—is part of a larger effort in the department to understand the impact of economic shocks on employment and 
earnings. Policy Research Working Papers are also posted on the Web at http://econ.worldbank.org. The author may be 
contacted at ppaci@worldbank.org. 
a buffer, as relative earnings increased. However, while 
in Mexico it became much harder to find informal 
sector opportunities and easier to keep the job once 
found; in Indonesia turbulence in the informal sector 
increased substantially increasing the job destruction rate 
of informal jobs and limiting the cushioning role that 
the informal sector might have played. The agricultural 
sector was spared from the shock in both countries. 
In Indonesia, it actually benefited from an unusual 
exogenous increase in the price of rise. 
   The simulations show that if either the informal or 
agricultural sectors are spared from the shocks, large 
reallocations of labor might occur, and the overall effect 
of the shock is smaller. Instead, if these sectors can’t buffer 
the shock, the reallocation of labor is much smaller, 
but earnings in the formal sector drop substantially. 
The authors also explore the impact of alternative 
policies. They find that in relatively flexible markets 
where informality can be seen more as a choice rather 
than as queuing, unemployment benefits and informal 
employment subsidies may have paradoxical effects, by 
discouraging formal search. Instead, policies targeted at 
creating informal employment and boosting formal TFP 





























































































































During the financial crisis of 97-99, inflation caused a huge drop in real wages in urban areas, 
pushing many workers into poverty, and forcing women to enter the labor market in record 
numbers. This decrease in real wages probably mitigated the effect of the crises on urban 
formal employment, which decreased only slightly. Wage and earning drops among agricultural 
workers were partly mitigated by an increase in the prices of rice. This drop in real formal wages 
coupled with increases in agricultural earnings and increased female labor force participation 






















  1997  2000  % change 
Share of workers (%)      
Share of Workers in Agriculture  33.16  32.9 ‐ 0.78 
Share of Workers in Informal  26.25  26.84  2.25 
Share of workers in Formal  35.89  33.96 ‐ 5.38 
Share unemployed  4.7  6.3  34.04 
Annual Earnings ( Rupiah)      
Earnings in agriculture   3,686  4,916  33.37 
Earnings in Informal  7,511  8,015  6.71 
Earnings in Formal  10,628  9,541 ‐ 10.23 
Average earnings in the economy  7,008  7,009  0.01
Duration of unemployment (weeks)  41.93 34.30 ‐18.26
 
It took the labor market several years to recover from the crisis. Even after GDP growth had 
resumed again, employment remained stagnant and workers continued to be pushed into 
agriculture, although at a slower peace. Salaried workers benefited from increases in wages 
and new legislation on severance pay, and the civil workforce witnessed massive downsizing. 
The two developments are blamed in part for the slow recovery of formal wage employment
5. 
Only between 2003 and 2007 did industrial employment growth resumed again. 
                                                            























  2000‐II 2001‐IV % change 
Share of workers (%) 
Share of Workers in Agriculture  17.1 17.35  1.46 
Share of Workers in Informal  48.77 48.88  0.23 
Share of workers in Formal  31.57 30.95 ‐ 1.96 
Share unemployed  2.56 2.82  10.16 
Earnings (Monthly 2001 pesos)      
Earnings in agriculture (monthly 2001 pesos) 1,054 972 ‐7.81 
Earnings in Informal  2,569 2,673 4.06 
Earnings in Formal  3,815 4,022  5.43 Average Income in the Economy  2,638 2,720 3.12 


























agreements. In addition the implementing regulations related to worker training and safety 

















































































































































































































































































































Agricultural TFP  A0  0.14  0.18  32.47
Formal sector        
Formal Sector TFP  A1  1.74  1.55 ‐ 10.81
Rate of Arrival of Shocks to the Formal Sector Jobs  λ  1.41  1.15 ‐ 18.30
Rate of job destruction of formal jobs ‐     1.02  0.87 ‐ 14.77
Rate of Arrival of Formal Sector Job Opportunities  m(θ)  7.83  6.26 ‐ 20.04
Duration of a Formal Job  d1  0.98  1.15  17.34
Vacancy rate  v  2.8821  2.4702 ‐ 14.29
Informal Sector     
Rate of Job Destruction in Informal Economy  δ  0.00  0.16  5607.14
Rate of Arrival of Informal Sector Job Opportunities  α  0.15  1.15  646.60











Agriculture        
Agricultural TFP  A0  0.17 0.16 -7.35 
Formal Sector           
Formal Sector TFP  A1  2.05 2.09 2.21 
Rate of Arrival of Shocks to the 
Formal Sector Jobs λ   0.23 0.30 30.28 
Rate of Job Destruction in Formal 
Economy   0.68 0.80 17.46 
Rate of Arrival of Formal Sector Job 
Opportunities  m(θ)  7.89 7.97 0.98 
Duration of a Formal Job (Quarters)  d1  1.47 1.25  -14.87 
Vacancy Rate  v  1.78 4.06  128.14 
Informal Sector        
Rate of Job Destruction in Informal 
Economy δ   1.08 0.29 -73.59 
Rate of Arrival of Informal Sector 
Job Opportunities α   68.90 34.88 -49.38 
Duration of an Informal Job 
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